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. RECOMMENDATION: Information Item
IV. ANALYSIS:

Executive Summary

The Co-Investment Strategy in the Corporate Governance unit has performed
well for the past three years. Staff is seeking input from the Investment
Committee on expansion of the program. This agenda item sets forth a
proposed framework for the program’s expansion.

Wilshire Associates’ opinion letter is Attachment 1.
Staff's proposed expansion of the Program includes:

e A new delegation of authority to the Senior Investment Officer - Global
Equity.

e Amending the current Policy.

e Based on the input received, staff will return to the Committee in October
with an action item.

Background

The success of Corporate Governance investing, including co-investment
activity, has encouraged CalPERS’ staff to seek an expansion of the co-
investment strategy. As of March 31, 2006 the co-investment program had
generated an annualized return of 30.77% versus the benchmark’s 15.40% to
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provide value added of 15.37%. (Details are contained in Attachment 2.) These
results were derived from an extremely concentrated portfolio. Staff believes that
providing for increased capacity and flexibility in the program shall allow for
diversification benefits, the continuance of excellent historic results, facilitating an
increase in the materiality of these results and improving the timeliness of
activities.

Delegation of Authority

The new delegation of authority to the Senior Investment Officer — Global Equity
contains these provisions:

e Delegation of authority to execute co-investment agreements with
additional co-investment partners. (Criteria specified in proposed Policy
changes below.)

e The maximum allocation of capital to each additional co-investment
partners is $150 million. This capital allocation is in addition to the $500
million current limit on the program.

e There will be a maximum number of three co-investments with each
additional co-investment partner.

Investment Committee approval of this delegation of authority would necessitate
changes to the existing California Public Employees’ Retirement System
Statement of Investment Policy for Internal Relational Program (The Policy).

Policy Change

The needed modifications to implement staff's proposal affect several segments
of the existing Policy including sections related to Investment Staff duties and
Investment Approaches, Selection and Parameters. EXxisting investment
parameters of The Policy include the following:

e Staff is responsible for presenting potential co-investment partners to the
Investment Committee before executing an agreement with the partner.

e The Internal Relational Portfolio (the “Portfolio”) is not to exceed $500
million on a cost basis without prior approval of the Investment
Committee.

e Co-investment opportunities are limited to US (in partnership with
Relational Investors LLC) and European (in partnership with Knight Vinke
Asset Management) publicly traded equity securities.

Policy changes proposed by staff would modify some of the existing parameters
and specify criteria for the selection of applicable external partners.
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The most important changes would be:

e Adopt the following criteria for selecting additional co-investment partners:
1. Serve as a CalPERS external corporate governance manager for at
least one year.
2. The corporate governance external manager’s portfolio total return
should exceed that for their specific benchmark since inception.

e Allow investments on a global basis recognizing any other CalPERS
Investment Policies that impact the universe of available public equity.

e Remove the requirement that potential partners be presented to the
Investment Committee before executing an agreement with them.

Should the Investment Committee approve this initiative in the future, the matter
will be taken to the Investment Policy Subcommittee for approval of the policy
amendment.

Staff anticipates the addition of resources, specifically a Portfolio Manager
position, to implement the expanded program, as well as the ever expanding
demands on all Corporate Governance staff. The new Portfolio Manager would
be an experienced investment management professional and have responsibility
for successfully managing the co-investment strategy, with the oversight of the
Senior Portfolio Manager and the Senior Investment Officer.

Risk Management Viewpoint (prepared by the Risk Management/Asset
Allocation unit)

Objective: To estimate the effect of increasing CalPERS allocation to the
corporate governance active investment strategy on the risk to CalPERS
portfolio.

Summary Conclusion: A larger investment in corporate governance funds
would have essentially no effect on the forecasted total risk, though would result
in higher forecasted active risk, or the potential for a greater disparity of returns
between the actual plan and the policy benchmark.

Methodology: The proposed program increases the funding allocation of ten
existing corporate governance investment managers. The strategic targets for
corporate governance active investment strategy are increased from the current
total approximate market value of $4.4 billion to a potential target totaling $5.0
billion. We were able to obtain and model the majority of the holdings in these
accounts. The test involved assuming the same holdings and risk profiles of the
individual accounts, and increasing their funding as proposed by the agenda
item. In order to isolate the risk impact of this investment strategy, as opposed to
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affecting any changes in risk due to shifts in asset allocation, we assumed the
new portfolio would be funded by a proportionate reduction in the domestic equity
and international equity passive accounts. The changes in portfolio funding were
configured within the context of the actual CalPERS holdings as of December 31,
2005 and run through the Barra TotalRisk model and CalPERS Risk
Measurement System.

Results: The values presented in the table below represent the forecasted
annual standard deviation of returns (%) over the next twelve months. Because
of the size of the CalPERS total fund, and the diversification of investments
within the total fund and within the global equity portfolio, shifting funds to this
investment strategy is estimated to have minimal impact to the Fund total risk
profile. The total risk of the total plan is generally determined by asset class
weightings, which are assumed to not change with the adoption of this proposal.
There is the potential for increased active risk, or greater difference in expected
returns compared to the policy benchmark, because funds are shifted from the
passive benchmark allocation to the corporate governance managers. As shown
below, the active risk for global equity is forecasted to increase by approximately
50 basis points or 8%, and approximately 20 basis points or 3% for the total fund.

The corporate governance portfolios tend to be highly concentrated, holding
large positions in a few securities, compared to most of CalPERS equity
portfolios. This increased allocation to individual securities increases the specific
risk component of active risk. Specific risk is the risk that is unique to each
security as opposed to common factor risks of securities, such as industry,
currency or company size. Based on the assumed increased investments in the
portfolio’s current holdings, active risk is also increased due to greater exposures
to Japanese and European securities. The model shows greater active risk due
to increases in both the equity risk from these countries and the corresponding
currency risk.

Risk Analysis

TOTAL RISK Current Plan $600 MM Corp Gov Add
Global Equity 11.5% 11.5%

Total Plan 8.46% 8.46%

ACTIVE RISK

Global Equity 0.647% 0.696%

Total Fund 0.659% 0.674%
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V.  STRATEGIC PLAN:

This item is consistent with Goal VIII, manage the risk and volatility of assets and
liabilities to ensure sufficient funds are available, first, to pay benefits and
second, to minimize and stabilize contributions and Goal IX, achieve long term,
sustainable risk adjusted returns. This item is part of the Global Equity 2005-
2006 Annual Plan.

VI. RESULTS/COSTS:

The annual 15.37% value added since the program’s November 2002 inception
represents extraordinary results. Staff believes that the attractive historical
performance warrants an expansion of the co-investment program. The
challenge is to maintain these results while expanding the materiality through
increasing the amount of capital deployed in the program.

Expanding the co-investment program is expected to generate costs due to the
increased research workload. It is estimated that the Portfolio Manager level
resource needed to support the growth of the co-investment program would
create annual expenses of $150,000.

Dennis Johnson
Senior Portfolio Manager
Corporate Governance

Christianna Wood
Senior Investment Officer
Global Equity

Russell Read
Chief Investment Officer
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